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CHAPTER 40
DETERMINATION OF NET INCOME

[Prior to 12/17/86, Revenue Department[730]]

701—40.1(422) Net income defined. Net income for state individual income tax purposes shall mean
federal adjusted gross income as properly computed under the Internal Revenue Code and shall include
the adjustments in 40.2(422) to 40.9(422). The remaining provisions of this rule and 40.12(422) to
40.72(422) shall also be applicable in determining net income.

This rule is intended to implement lowa Code section 422.7.

701—40.2(422) Interest and dividends from federal securities. For individual income tax purposes,
the state is prohibited by federal law from taxing dividends from corporations owned or sponsored by
the federal government, or interest derived from obligations of the United States and its possessions,
agencies, and instrumentalities. Therefore, if the federal adjusted gross income of an individual, taxable
by Iowa, includes dividends or interest of this type, an adjustment must be made by deducting the amount
of the dividend or interest. If the inclusion of an amount of income or the amount of a deduction is
based upon federal adjusted gross income and federal adjusted gross income includes dividends from
corporations owned or sponsored by the federal government, or interest derived from obligations of the
United States and its possessions, agencies, and instrumentalities, a recomputation of the amount of
income or deduction must be made excluding dividends or interest of this type from the calculations.

A federal statute exempts stocks and obligations of the United States Government, as well as the
interest on the obligations, from state income taxation (see 31 USCS Section 3124(a)).

“Obligations of the United States” are those obligations issued “to secure credit to carry on the
necessary functions of government.” Smith v. Davis (1944) 323 U.S. 111, 119, 89 L.Ed. 107, 113, 65
S.Ct. 157, 161. The exemption is aimed at protecting the “borrowing” and “supremacy” clauses of the
United States Constitution. Society for Savings v. Bowers (1955) 349 U.S. 143, 144, 99 L.Ed.2d 950,
955, 75 S.Ct. 607, 608; Hibernia v. City and County of San Francisco (1906) 200 U.S. 310, 313, 50
L.Ed. 495, 496, 26 S.Ct. 265, 266.

Tax-exempt credit instruments possess the following characteristics:

1. They are written documents,

2. They bear interest,

3. They are binding promises by the United States to pay specified sums at specified dates, and

4. They have Congressional authorization which also pledges the faith and credit of the United
States in support of the promise to pay. Smith v. Davis, supra.

A governmental obligation that is secondary, indirect, or contingent, such as a guaranty of a
nongovernmental obligor’s primary obligation to pay the principal amount of and interest on a
note, is not an obligation of the type exempted under 31 USCS Section 3124(1). Rockford Life
Ins. Co. v. Department of Revenue, 107 S.Ct. 2312 (1987).

The following list contains widely held United States Government obligations, but is not intended
to be all-inclusive.

This noninclusive listing indicates the position of the department with respect to the income tax status
of the listed securities. It is based on current federal law and the interpretation thereof by the department.
Federal law or the department’s interpretation is subject to change. Federal law precludes all states from
imposing an income tax on the interest income from direct obligations of the United States Government.
Also, preemptive federal law may preclude state taxation of interest income from the securities of federal
government-sponsored enterprises and agencies and from the obligations of U.S. territories. Any profit
or gain on the sale or exchange of these securities is taxable.

40.2(1) Federal obligations and obligations of federal instrumentalities the interest on which is
exempt from Iowa income tax.

a.  United States Government obligations: United States Treasury—Principal and interest from
bills, bonds, and notes issued by the United States Treasury exempt under 31 U.S.C. Section 3124[a].

1. Series E, F, G, H, and I bonds
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United States Treasury bills
U.S. Government certificates
U.S. Government bonds
U.S. Government notes
Territorial obligations:

1. Guam—Principal and interest from bonds issued by the Government of Guam (48 USCS
Section 1423[a]).

2. Puerto Rico—Principal and interest from bonds issued by the Government of Puerto Rico (48
USCS Section 745).

3. Virgin Islands—Principal and interest from bonds issued by the Government of the Virgin
Islands (48 USCS Section 1403).

4.  Northern Mariana Islands—Principal and interest from bonds issued by the Government of the
Northern Mariana Islands (48 USCS Section 1681(c)).

c¢.  Federal agency obligations:

1. Commodity Credit Corporation—Principal and interest from bonds, notes, debentures, and
other similar obligations issued by the Commodity Credit Corporation (15 USCS Section 713a-5).

2. Banks for Cooperatives—Principal and interest from notes, debentures, and other obligations
issued by Banks for Cooperatives (12 USCS Section 2134).

3.  Farm Credit Banks—Principal and interest from systemwide bonds, notes, debentures, and
other obligations issued jointly and severally by Banks of the Federal Farm Credit System (12 USCS
Section 2023).

4. Federal Intermediate Credit Banks—Principal and interest from bonds, notes, debentures, and
other obligations issued by Federal Intermediate Credit Banks (12 USCS Section 2079).

5. Federal Land Banks—Principal and interest from bonds, notes, debentures, and other
obligations issued by Federal Land Banks (12 USCS Section 2055).

6. Federal Land Bank Association—Principal and interest from bonds, notes, debentures, and
other obligations issued by the Federal Land Bank Association (12 USCS Section 2098).

7. Financial Assistance Corporation—Principal and interest from notes, bonds, debentures, and
other obligations issued by the Financial Assistance Corporation (12 USCS Section 2278b-10[b]).

8. Production Credit Association—Principal and interest from notes, debentures, and other
obligations issued by the Production Credit Association (12 USCS Section 2077).

9. Federal Deposit Insurance Corporation (FDIC)— Principal and interest from notes, bonds,
debentures, and other such obligations issued by the Federal Deposit Insurance Corporation (12 USCS
Section 1825).

10. Federal Financing Bank—Interest from obligations issued by the Federal Financing Bank.
Considered to be United States Government obligations (12 USCS Section 2288, 31 USCS Section
3124[a]).

11. Federal Home Loan Bank—Principal and interest from notes, bonds, debentures, and other
such obligations issued by any Federal Home Loan Bank and consolidated Federal Home Loan Bank
bonds and debentures (12 USCS Section 1433).

12. Federal Savings and Loan Insurance Corporation (FSLIC)—Principal and interest from notes,
bonds, debentures, and other such obligations issued by the Federal Savings and Loan Insurance
Corporation (12 USCS Section 1725[¢]).

13. Federal Financing Corporation—Principal and interest from notes, bonds, debentures, and other
such obligations issued by the Federal Financing Corporation (12 USCS Section 2288(b)).

14. Financing Corporation (FICO)—Principal and interest from any obligation of the Financing
Corporation (12 USCS Sections 1441[e][7] and 1433).

15. General Services Administration (GSA)—Principal and interest from General Services
Administration participation certificates. Considered to be United States Government obligations (31
USCS Section 3124[a]).

16. Housing and Urban Development (HUD).

e  Principal and interest from War Housing Insurance debentures (12 USCS Section 1739[d]).
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e  Principal and interest from Rental Housing Insurance debentures (12 USCS Section 1747g[g]).

e  Principal and interest from Armed Services Mortgage Insurance debentures (12 USCS Section
1748b[{f]).

e  Principal and interest from National Defense Housing Insurance debentures (12 USCS Section
1750¢[d]).

e  Principal and interest from Mutual Mortgage Insurance Fund debentures (12 USCS Section
1710[d]).

17. National Credit Union Administration Central Liquidity Facility—Income from notes, bonds,
debentures, and other obligations issued on behalf of the National Credit Union Administration Central
Liquidity Facility (12 USCS Section 1795k[b]).

18. Resolution Funding Corporation—Principal and interest from obligations issued by the
Resolution Funding Corporation (12 USCS Sections 1441[f][7] and 1433).

19. Student Loan Marketing Association (Sallie Mae)—Principal and interest from obligations
issued by the Student Loan Marketing Association. Considered to be United States Government
obligations (20 USCS Section 1087-2[1], 31 USCS Section 3124[a]).

20. Tennessee Valley Authority—Principal and interest from bonds issued by the Tennessee Valley
Authority (16 USCS Section 831n-4[d]).

21. United States Postal Service—Principal and interest from obligations issued by the United
States Postal Service (39 USCS Section 2005[d][4]).

22. Treasury Investment Growth Receipts.

23. Certificates on Government Receipts.

40.2(2) Taxable securities. There are a number of securities issued under the authority of an Act of
Congress which are subject to the lowa income tax. These securities may be guaranteed by the United
States Treasury or supported by the issuing agency’s right to borrow from the Treasury. Some may be
backed by the pledge of full faith and credit of the United States Government. However, it has been
determined that these securities are not direct obligations of the United States Government to pay a
specified sum at a specified date, nor are the principal and interest from these securities specifically
exempted from taxation by the respective authorizing Acts. Therefore, income from such securities is
subject to the lowa income tax. Examples of securities which fall into this category are those issued by
the following agencies and institutions:

Federal agency obligations:

Federal or State Savings and Loan Associations
Export-Import Bank of the United States

Building and Loan Associations

Interest on federal income tax refunds

Postal Savings Account

Farmers Home Administration

Small Business Administration

Federal or State Credit Unions

Mortgage Participation Certificates

Federal National Mortgage Association

Federal Home Loan Mortgage Corporation (Freddie Mac)
Federal Housing Administration

Federal National Mortgage Association (Fannie Mae)
Government National Mortgage Association (Ginnie Mae)
Merchant Marine (Maritime Administration)

Obligations of international institutions:

Asian Development Bank

Inter-American Development Bank

International Bank for Reconstruction and Development (World Bank)
. Other obligations:

Washington D.C. Metro Area Transit Authority
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Interest from repurchase agreements involving federal securities is subject to lowa income tax.
Nebraska Department of Revenue v. John Loewenstein, 514 US —, 130 L.Ed.2d 470, 115 S.Ct.—
(1994). Everett v. State Dept. of Revenue and Finance, 470 N.W.2d 13 (Iowa 1991).

For tax years beginning on or after January 1, 1987, interest from Mortgage Backed Certificate
Guaranteed by Government National Mortgage Association (“Ginnie Maes”) is subject to lowa income
tax. See Rockford Life Insurance Company v. lllinois Department of Revenue, 96 L.Ed.2d 152.

For the treatment of interest or dividends from regulated investment companies (mutual funds) that
invest in obligations of the type discussed in this rule, see rule 701—40.52(422).

This rule is intended to implement lowa Code section 422.7.

701—40.3(422) Interest and dividends from foreign securities, and securities of state and their
political subdivisions. Interest and dividends from foreign securities and from securities of state and
their political subdivisions are to be included in lowa net income. Certain types of interest and dividends,
because of specific exemption, are not includable in income for federal tax purposes. To the extent such
income has been excluded for federal income tax purposes, unless the item of income is specifically
exempted from state taxation by the laws or constitution of lowa or of the United States, it must be
added to Iowa taxable income.

The following is a noninclusive listing of bonds issued by the state of lowa and its political
subdivisions, interest on which is exempt from both federal and state income taxes.

1. Board of Regents: Bonds issued under lowa Code sections 262.41, 262.51, 262.60, 262A.8,
and 263A.6.

2. Urban Renewal: Bonds issued under lowa Code section 403.9(2).

3. Municipal Housing Law - Low-income housing: Bonds issued under Iowa Code section
403A.12.

4. Subdistricts of soil conservation districts, revenue bonds: Bonds issued under Iowa Code
section 467A.22 (transferred to Iowa Code section 161A.22 in 1993 Iowa Code).

5. Aviation authorities, revenue bonds: Bonds issued under Iowa Code section 330A.16.

6. Rural water districts: Bonds and notes issued under lowa Code section 357A.15.

7. lowa Alcoholic Beverage Control Act - Warehouse project: Bonds issued under lowa Code
section 123.159.

8.  County Health Center: Bonds issued under lowa Code section 331.441(2) “c (7).

9. lowa Finance Authority, Sewage treatment and drinking water facilities financing: Bonds
issued under Iowa Code section 220.131(6) (transferred to Iowa Code section 16.131(6) in 1993 Towa
Code).

10. Agricultural Development Authority, Beginning farmer loan program: Bonds issued under
Iowa Code section 175.17.

11. Iowa Finance Authority, lowa comprehensive petroleum underground storage tank fund: Bonds
issued under Iowa Code section 455G.6(14).

12. IowaFinance Authority, E911 Program notes and bonds: Bonds issued under lowa Code section
477B.20(6). (Transferred to lowa Code section 34A.20(6) in 1993 Iowa Code.)

13. Quad Cities Interstate Metropolitan Authority Bonds: Bonds issued under lowa Code section
330B.24. (Transferred to lowa Code section 28A.24 in 1993 Towa Code.)

14. Towa Finance Authority, Municipal Investment Recovery Program: Bonds issued under lowa
Code section 220.173(4). (Transferred to lowa Code section 16.173(4) in 1993 Iowa Code.)

15. Prison Infrastructure Revenue Bonds: Bonds issued under Iowa Code section 16.177(8).

16. Government Flood Damage Program Bonds: Bonds issued under lowa Code section 16.183(4).

17. lowa sewage treatment bonds: Bonds issued under lowa Code section 16.131(6).

18. Community college residence halls and dormitories bonds: Bonds issued under Iowa Code
section 260C.61.

19. Community college bond program bonds: Bonds issued under lowa Code section 260C.71(6).

20. Regents institutions medical and hospital buildings at University of lowa bonds: Bonds issued
under Towa Code section 263A.6.
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21. Interstate bridges bonds: Bonds issued under lowa Code section 313A.36.

22. Towa higher education loan authority: Obligations issued by the authority on or after July 1,
2000, pursuant to either division of lowa Code chapter 261 A as authorized in lowa Code section 261A.27.

23. Vision lowa program: Bonds issued on or after July 1, 2000, upon request of the vision lowa
board pursuant to subsection 8 of lowa Code section 12.71.

24. Honey Creek premier destination park bonds: Bonds issued under Iowa Code Supplement
section 463C.12(8).

25. lowa utilities board and lowa consumer advocate building project bonds: Bonds issued under
2006 Iowa Acts, chapter 1179, section 70.

Interest from repurchase agreements involving obligations of the type discussed in this rule is subject
to lowa income tax. Nebraska Department of Revenue v. John Loewenstein, 514 US —, 130 L.Ed. 2d
470, 115 S.Ct.— (1994). Everett v. State Dept. of Revenue and Finance, 470 N.W.2d 13 (Iowa 1991).

For the treatment of interest or dividends from regulated investment companies (mutual funds) that
invest in obligations of the type discussed in this rule, see rule 701—40.52(422).

Gains and losses from the sale or other disposition of bonds issued by the state of Iowa or its political
subdivisions, as distinguished from interest income, shall be taxable for state income tax purposes.

This rule is intended to implement lowa Code sections 12.71, 261A.27, and 357A.15; Towa Code
Supplement section 463C.12 as amended by 2006 lowa Acts, chapter 1004, section 3; and lowa Code
Supplement section 422.7 as amended by 2006 lowa Acts, chapter 1179, section 71.

701—40.4(422) Certain pensions, annuities and retirement allowances. Rescinded IAB 11/24/04,
effective 12/29/04.

701—40.5(422) Military pay.

40.5(1) Rescinded IAB 6/3/98, effective 7/8/98.

40.5(2) For income received for services performed prior to January 1, 1969, and for services
performed for tax periods beginning on or after January 1, 1977. An lowa resident who is on active
duty in the armed forces of the United States, as defined in Title 10, United States Code, Section
101, shall include all income received for such service performed prior to January 1, 1969, and for
services performed during tax periods beginning on or after January 1, 1977. However, the taxability
of this active duty military income shall be terminated for any income received for services performed
effective the day after either of the two following conditions:

a.  When universal compulsory military service is reinstated by the United States Congress.
“Compulsory military service” is defined to be the actual act of drafting individuals into the military
service and not just the registration of individuals under the Military Selective Service Act (50
App. U.S.C. 453); or

b.  When a state of war is declared to exist by the United States Congress.

Federal active duty does not include a member of the national guard when called for training by order
of the governor through order of the adjutant general. These members are in the service of the state and
not on active duty of the United States. Federal active duty also does not include members of the various
military reserve programs. A taxpayer must be on active federal duty to qualify for exemption. National
guard and reservists who undergo voluntary training are not on active duty in a federal status. National
guard and reservist pay does not qualify for the military exemption and such pay is taxable by the state
of lowa.

Compensation received from the United States Government by nonresident members of the armed
forces who are temporarily present in the state of lowa pursuant to military orders is exempt from lowa
income tax.

This rule is intended to implement lowa Code section 422.5.

701—40.6(422) Interest and dividend income. This rule applies to interest and dividends from foreign
securities and securities of state and other political subdivisions. Interest and dividends from foreign
securities and from securities of state and other political subdivisions are to be included in lowa taxable
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income. Certain types of interest and dividends, because of specific exemption, are not included in
income for federal tax purposes. To the extent such income has been excluded for federal income
tax purposes, unless the term of income is specifically exempted from state taxation by the laws or
constitutions of Iowa or of the United States, it must be added to Iowa taxable income.

This rule is intended to implement lowa Code section 422.7.

701—40.7(422) Current year capital gains and losses. In determining short-term or long-term capital
gain or loss the provisions of the Internal Revenue Code are to be followed.
This rule is intended to implement lowa Code section 422.7.

701—40.8(422) Gains and losses on property acquired before January 1, 1934. When property was
acquired prior to January 1, 1934, the basis as of January 1, 1934, for determining capital or other gains
or losses is the higher of cost, adjusted for depreciation allowed or allowable to January 1, 1934, or fair
market value as of that date.

If, as a result of this provision, a basis is to be used for purposes of lowa individual income tax which
is different from the basis used for purposes of federal income tax, appropriate adjustment must be made
and detailed schedules supplied in the computation of lowa taxable income.

This rule is intended to implement Iowa Code section 422.7.

701—40.9(422) Work opportunity tax credit and alcohol fuel credit. Where an individual claims
the work opportunity tax credit under Section 51 of the Internal Revenue Code or the alcohol fuel
credit under Section 40 of the Internal Revenue Code, the amount of credit allowable must be used
to increase federal taxable income. The amount of credit allowable used to increase federal adjusted
gross income is deductible in determining lowa net income. The work opportunity tax credit applies
to eligible individuals who begin work after September 30, 1996, and before September 1, 2011. The
adjustment for the alcohol fuel credit is applicable for tax years beginning on or after January 1, 1980.
This rule is intended to implement lowa Code section 422.7.

701—40.10(422) Exclusion of interest or dividends. Rescinded IAB 11/24/04, effective 12/29/04.
701—40.11(422) Two-earner married couple deduction. Rescinded IAB 11/24/04, effective 12/29/04.

701—40.12(422) Income from partnerships or limited liability companies. Residents engaged in
a partnership or limited liability company, even if located or doing business outside the state of lowa,
are taxable upon their distributive share of net income of such partnership or limited liability company,
whether distributed or not, and are required to include such distributive share in their return. A
nonresident individual who is a member of a partnership or limited liability company doing business in
Iowa is taxable on that portion of net income which is applicable to the lowa business activity whether
distributed or not. See 701—Chapter 45.
This rule is intended to implement lowa Code sections 422.7, 422.8, and 422.15.

701—40.13(422) Subchapter “S” income. Where a corporation elects, under Sections 1371-1379 of
the Internal Revenue Code, to distribute the corporation’s income to the shareholders, the corporation’s
income, in its entirety, is subject to individual reporting whether or not actually distributed. Both resident
and nonresident shareholders shall report their share of the corporation’s net taxable income on their
respective lowa returns. Isaacson v. lowa State Tax Commission, 183 N.W.2d 693, Iowa Supreme Court,
February 9, 1971. Residents shall report their distributable share in total while nonresidents shall report
only their portion of their distributable share which was earned in Iowa. For tax years beginning on
or after January 1, 1996, residents should refer to 701—Chapter 50 to determine if they qualify to
compute lowa taxable income by allocation and apportionment. See 701—Chapter 54 for allocation
and apportionment of corporate income.
This rule is intended to implement lowa Code sections 422.7, 422.8, 422.15, and 422.36.
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701—40.14(422) Contract sales. Interest derived as income from a land contract is intangible personal
property and is assignable to the recipient’s domicile. Gains received from the sale or assignment of land
contracts are considered to be gains from real property in this state and are assignable to this state. As
to nonresidents, see 40.16(422).

This rule is intended to implement lowa Code sections 422.7 and 422.8.

701—40.15(422) Reporting of incomes by married taxpayers who file a joint federal return but
elect to file separately for lowa income tax purposes. Married taxpayers who have separate incomes
and have filed jointly for federal income tax purposes can elect to file separate lowa returns or to file
separately on the combined lowa return form. The spouses’ election to file separately for lowa income
tax purposes is subject to the condition that incomes received by the taxpayers and the deductions for
business expenses are allocated between the spouses as the incomes and deductions would have been
allocated if the taxpayers had filed separate federal returns. Any lowa additions to net income and any
deductions to net income which pertain to taxpayers filing separately for lowa income tax purposes must
also be allocated accurately between the spouses. Thus, if married taxpayers file a joint federal return and
elect to file separate [owa returns or separately on the combined lowa return, the taxpayers are required to
compute their separate lowa net incomes as if they had determined their federal adjusted gross incomes
on separate federal returns with the lowa adjustments to net income.

However, the fact that the taxpayers file separately for lowa income tax purposes does not mean
that the spouses will be subject to limitations that would apply if the taxpayers had filed separate federal
returns. Instead, tax provisions that are applicable for taxpayers filing joint federal returns are also
applicable to the taxpayers when they file separate [owa returns unless the tax provisions are superseded
by specific provisions in lowa income tax law.

For example, married taxpayers that file separate federal returns cannot take the child and dependent
care credit (in most instances) and cannot take the earned income credit. Taxpayers that file a joint
federal return and elect to file separately for lowa income tax purposes can take the child and dependent
care credit and the earned income credit on their lowa returns assuming they meet the qualifications for
claiming these credits on the joint federal return.

The following paragraphs and examples are provided to clarify some issues and provide some
guidance for taxpayers who filed a joint federal income tax return and elect to file separate lowa returns
or separately on the combined lowa return form.

1. Election to expense certain depreciable business assets. When married taxpayers who have filed a
joint federal return elect to file separate lowa returns or separately on the combined Iowa return form, the
taxpayers may claim the same deduction for the expensing of depreciable business assets as they were
allowed on their joint federal return of up to $100,000 (for the tax year beginning on or after January 1,
2003, and which is adjusted annually for inflation for subsequent tax years) as authorized under Section
179 of the Internal Revenue Code. In a situation where one spouse is a wage earner and the second
spouse has a small business, the second spouse may claim the same deduction for expensing depreciable
assets of up to $100,000 (for the tax year beginning on or after January 1, 2003) that was allowable on the
taxpayers’ joint federal return. The fact that a spouse elects to file a separate lowa return or separately
on the combined return form after filing a joint federal return does not mean the spouse is limited to the
same deduction for expensing of depreciable business assets of up to $50,000 (for the tax year beginning
on or after January 1, 2003) that would have applied if the spouse had filed a separate federal return.

In situations where a married couple has ownership of a business, the deduction for the expensing of
depreciable assets which is allowable on the spouses’ joint federal return should be allocated between the
spouses in the same ratio as incomes and losses from the business are reported by the spouses. Subrule
40.15(4) sets out criteria for allocation of incomes and losses of businesses in which married couples
have an ownership interest.

2. Capital losses. Except for the Iowa capital gains deduction for limited amounts of net capital
gains from certain types of assets described in rule 701—40.38(422), the federal income tax provision
for reporting capital gains and losses and for the carryover of capital losses in excess of certain amounts
are applicable for lowa individual income tax purposes. When married taxpayers file a joint federal
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income tax return and elect to file separate lowa returns or separately on the combined return form, the
spouses must allocate capital gains and losses between them on the basis of the ownership of the assets
that were sold or exchanged. That is, the spouses must allocate the capital gains and losses between them
on the separate lowa returns as the capital gains and losses would have been allocated if the taxpayers had
filed separate federal returns instead of a joint federal return. However, each spouse is not subject to the
$1,500 capital loss limitation on the separate lowa return which is applicable to a married taxpayer that
files a separate federal return. Instead, the spouses are collectively subject to the same $3,000 capital loss
limitation for married taxpayers filing joint federal returns which is authorized under Section 1211(b)
of the Internal Revenue Code. In circumstances where both spouses have net capital losses, each of
the spouses can claim a capital loss of up to $1,500 on the separate Iowa return. In a situation where
one spouse has a net capital loss of less than $1,500 and the other spouse has a capital loss greater than
$1,500, the first spouse can claim the entire capital loss, while the second spouse can claim the portion of
the net capital loss on the joint federal return that was not claimed by the first spouse. In no case can the
net capital losses claimed on separate lowa returns by married taxpayers exceed the $3,000 maximum
capital loss that is allowed on the joint federal return. In a circumstance where one spouse has a net
capital loss and the other spouse has a net capital gain, the amounts of capital gains and losses claimed
by the spouses on their separate lowa returns must conform with the net capital gain amount or net capital
loss amount claimed on the joint federal return for the taxpayers. The following examples illustrate how
capital gains and losses are to be allocated between spouses filing separate lowa returns or separately on
the combined lowa return form for married taxpayers who filed joint federal returns.

EXAMPLE 1. A married couple filed a joint federal return which showed a net capital loss of $3,000.
All of'the capital loss was attributable to the husband, as the wife had no capital gains or losses. Therefore,
when the taxpayers filed separate lowa returns, the husband’s return showed a $3,000 capital loss and
the wife’s return showed no capital gains or losses.

EXAMPLE 2. A married couple filed a joint federal return showing a net capital loss of $3,000, which
was the maximum loss they could claim, although they had aggregate capital losses of $8,000. The
husband had a net capital loss of $6,000 and the wife had a net capital loss of $2,000. When the taxpayers
filed their separate Iowa returns each spouse claimed a net capital loss of $1,500, since each spouse had
a capital loss of up to $1,500. The husband had a net capital loss carryover of $4,500 and the wife had
a net capital loss carryover of $500.

EXAMPLE 3. A married couple filed a joint federal return showing a net capital loss of $2,500. The
husband had a net capital gain of $7,500 and the wife had a net capital loss of $10,000. The wife claimed
a net capital loss of $10,000 on her separate lowa return, while the husband reported a net capital gain
of $7,500 on his separate lowa return.

EXAMPLE 4. A married couple filed a joint federal return showing a net capital loss of $3,000. The
wife had a net capital loss of $800 and the husband had a net capital loss of $2,500. The wife claimed a
$800 net capital loss on her separate [owa return. The husband claimed a net capital loss on his separate
Towa return of $2,200 which was the portion of the net capital loss claimed on the joint federal return
that was not claimed by the wife. The husband had a net capital loss carryover of $300.

3. Unemployment compensation benefits. When a husband and wife have filed a joint federal
return and elect to file separate lowa returns or separately on the lowa combined return form, the
spouses are to report the same amount of unemployment compensation benefits on their lowa returns as
was reported for federal income tax purposes as provided in Section 85 of the Internal Revenue Code.
When unemployment compensation benefits are received in the tax year the benefits are to be reported
by the spouse or spouses who received the benefits as a result of employment of the spouse or spouses.
Nonresidents of Iowa, including nonresidents covered by the reciprocal agreement with Illinois, are
to report unemployment compensation benefits on the lowa income tax return as lowa source income
to the extent the benefits pertain to the individual’s employment in lowa. In a situation where the
unemployment compensation benefits are the result of employment in lowa and in one or more other
states, the unemployment compensation benefits should be allocated to lowa on the basis of the
individual’s Iowa salaries and wages for the employer to the total salaries and wages for the employer.
However, to the extent that unemployment compensation benefits pertain to a person’s employment in
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Iowa for a railroad and the benefits are paid by the railroad retirement board, the benefits are totally
exempt from lowa income tax pursuant to 45 U.S.C. Section 352(e).

40.15(1) Income from property in which only one spouse has an ownership interest but which is
not used in business. 1If ownership of property not used in a business is in the name of only one spouse
and each files a separate state return, income derived from such property may not be divided between
husband and wife but must be reported by only that spouse possessing the ownership interest.

40.15(2) Income from property in which both husband and wife have an ownership interest but which
is not used in a business. A husband and wife who file a joint federal return and elect to file separate lowa
returns must each report the share of income from jointly or commonly owned real estate, stocks, bonds,
bank accounts, and other property not used in a business in the same manner as if their federal adjusted
gross incomes had been determined separately. The rules for determining the manner of reporting this
income depend upon the nature of the ownership interest and, in general, may be summarized as follows:

a. Joint tenants. A husband and wife owning property as joint tenants with the right of
survivorship, a common example of which is a joint savings account, should each report on separate
returns one-half of the income from the savings account held by them in joint tenancy.

b.  Tenants in common. Income from property held by husband and wife as tenants in common is
reportable by them in proportion to their legally enforceable ownership interests in the property.

40.15(3) Salary and wages derived from personal or professional services performed in the course
of employment. A husband and wife who file a joint federal return and elect to file separate lowa
returns must report on each spouse’s state return the salary and wages which are attributable to services
performed pursuant to each individual’s employment. The income must be reported on lowa separate
returns in the same manner as if their federal adjusted gross incomes had been determined separately.
The manner of reporting wages and salaries by spouses is dependent upon the nature of the employment
relationship and is subject to the following rules:

a. Interspousal employment—salary or wages paid by one spouse to the other. Wages or
compensation paid for services or labor performed by one spouse with respect to property or business
owned by the other spouse may be reported on a separate return if the amount of the payment is
reasonable for the services or labor actually performed. It is presumed that the compensation or wages
paid by one spouse to the other is not reasonable nor allowable for purposes of reporting the income
separately unless a bona fide employer-employee relationship exists. For example, unless actual
services are rendered, payments are actually made, working hours and standards are set and adhered
to, unemployment compensation and workers’ compensation requirements are met, the payments may
not be separately reported by the salaried spouse.

b.  Wages and salaries received by a husband or wife pursuant to an employment agreement with
an employer other than a spouse. Wages or compensation paid for services or labor performed by a
husband or wife pursuant to an employment agreement with some other employer is presumed income
of only that spouse that is employed and must be reported separately only by that spouse.

40.15(4) Income from a business in which both husband and wife have an ownership
interest. Income derived from a business the ownership of which is in both spouses’ names, as
evidenced by record title or by the existence of a bona fide partnership agreement or by other recognized
method of establishing legal ownership, may be allocated between spouses and reported on separate
individual state income tax returns provided that the interest of each spouse is allocated according to
the capital interest of each, the management and control exercised by each, and the services performed
by each with respect to such business. Compliance with the conditions contained in paragraphs “a” or
“b” of this subrule and consideration of paragraphs “c,” “d,” and “e” of this subrule must be made in
allocating income from a business in which both husband and wife have an ownership interest.

a. Allocation of partnership income. Allocation of partnership income between spouses is
presumed valid only if partnership information returns, as required for income tax purposes, have
currently been filed with respect to the federal self-employment tax law. An oral understanding does
not constitute a bona fide partnership implied merely from a common ownership of property.

b.  Allocation of income derived from a business other than a partnership in which both husband
and wife claim an ownership interest. In the case of a business owned by a husband and wife who filed
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a joint federal income tax return in which one of them claimed all of the income therefrom for federal
self-employment tax purposes, it will be presumed for purposes of administering the state income tax
law, unless expressly shown to the contrary by the taxpayer, that the spouse who claimed that income
for federal self-employment tax purposes did, thereby, with the consent of the other spouse, claim all
right to such income and that therefore such income must be included in the state income tax return of
the spouse who claimed it for federal self-employment tax purposes if the husband and wife file separate
state income tax returns.

c.  Capital contribution. In determining the weight to be attributed to the capital contribution of
each spouse to a business, consideration may be given only to that invested capital which is legally
traceable to each individual spouse. Capital existing under the right, dominion, and control of one
spouse which is invested in the business is presumed to be a capital contribution of that spouse. Sham
transactions which do not affect real changes of ownership in capital between spouses in that such
transactions do not legally disturb the right, dominion, and control of the assignor or the donor over
the capital must be disregarded in determining capital contribution of the recipient spouse.

d. Management and control. Participation in the control and management of a business must be
distinguished from the regular performance of nonmanagerial services. Contribution of management
and control with respect to the business must be of a substantial nature in order to accord it weight in
making an allocation of income. Substantial participation in management does not necessarily involve
continuous or even frequent presence at the place of business, but it does involve genuine consultation
with respect to at least major business decisions, and it presupposes substantial acquaintance with
an interest in the operations, problems, and policies of the business, along with sufficient maturity
and background of education or experience to indicate an ability to grasp business problems that are
appreciably commensurate with the demands of the enterprise concerned. Vague or general statements
as to family discussions at home or elsewhere will not be accepted as a sufficient showing of actual
consultation.

e. Services performed. The amount of services performed by each spouse is a factor to be
considered in determining proper allocation of income from a business in which each spouse has
an ownership interest. In order to accord weight to services performed by an individual spouse, the
services must be of a beneficial nature in that they make a direct contribution to the business. For
example, for a business operation, whether it is a retail sales enterprise, farming operation or otherwise,
in which both husband and wife have an ownership interest, the services contributed by the spouses
must be directly connected with the business operation. Services for the family such as planting and
maintaining family gardens, domestic housework, cooking family meals, and routine errands and
shopping, are not considered to be services performed or rendered as an incident of or a contribution to
the particular business; such activities by a spouse must be disregarded in determining the allocable
income attributable to that spouse.

This rule is intended to implement lowa Code section 422.7.

701—40.16(422) Income of nonresidents. Except as otherwise provided in this rule all income of
nonresidents derived from sources within lowa is subject to lowa income tax.

Net income received by a nonresident taxpayer from a business, trade, profession, or occupation in
Iowa must be reported.

Income from the sale of property, located in lowa, including property used in connection with the
trade, profession, business or occupation of the nonresident, is taxable to lowa even though the sale is
consummated outside of lowa, and provided that the property was sold before subsequent use outside of
Iowa. Any income from the property prior to its sale is also lowa taxable income.

Income received from a trust or an estate, where the income is from Iowa sources, is taxable,
regardless of the situs of the estate or trust. Dividends received in lieu of, or in partial or full payment
of, an amount of wages or salary due for services performed in Iowa by a nonresident shall be
considered taxable Iowa income. Annuities, interest on bank deposits and interest-bearing obligations,
and dividends are not allocated to Iowa except to the extent to which they are derived from a business,
trade, profession, or occupation carried on within the state of lowa by the nonresident.
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Interest received from the sale of property, on an installment contract even though the gain from the
sale of the property is subject to lowa taxation, is not allocable to lowa if the property is not part of the
nonresident’s trade, profession, business or occupation. As to residents, see 40.14(422).

40.16(1) Nonresidents exempt from paying tax. See 701—subrules 39.5(10) and 39.5(11) for the net
income exemption amounts for nonresidents.

These provisions for reducing tax in 701—subrule 39.5(10), paragraph “c,” and 701—subrule
39.5(11), paragraph “b,”” do not apply to the lowa minimum tax which must be paid irrespective of the
amount of lowa income that an individual has.

40.16(2) Compensation for personal services of nonresidents. The lowa income of a nonresident
must include compensation for personal services rendered within the state of lowa. The salary or other
compensation of an employee or corporate officer who performs services related to businesses located
in lowa, or has an office in lowa, are not subject to lowa tax, if the services are performed while the
taxpayer is outside of lowa. However, the salary earned while the nonresident employee or officer is
located within the state of lowa would be subject to lowa taxation. The lowa taxable income of the
nonresident shall include that portion of the total compensation received from the employer for personal
services for the tax year which the total number of working days that the individual was employed within
the state of [owa bears to the total number of working days within and without the state of Iowa.

Compensation paid by an Iowa employer for services performed wholly outside of Iowa by a
nonresident is not taxable income to the state of lowa. However, all services performed within lowa,
either part-time or full-time, would be taxable to the nonresident and must be reported to this state.

Compensation received from the United States Government by a nonresident member of the armed
forces is explained in 40.5(422).

Income from commissions earned by a nonresident traveling salesperson, agent or other employee for
services performed or sales made and whose compensation depends directly on the volume of business
transacted by the nonresident will include that proportion of the compensation received which the volume
of business transacted by the employee within the state of lowa bears to the total volume of business
transacted by the employee within and without the state. Allowable deductions will be apportioned on
the same basis. However, where separate accounting records are maintained by a nonresident or the
employer of the business transacted in Iowa, then the amount of lowa compensation can be reported
based upon separate accounting.

Nonresident actors, singers, performers, entertainers, wrestlers, boxers (and similar performers),
must include as lowa income the gross amount received for performances within this state.

Nonresident attorneys, physicians, engineers, architects (and other similar professions), even
though not regularly employed in this state, must include as lowa income the entire amount of fees or
compensation received for services performed in this state.

If nonresidents are employed in this state at intervals throughout the year, as would be the case if
employed in operating trains, planes, motor buses, or trucks and similar modes of transportation, between
this state and other states and foreign countries, and who are paid on a daily, weekly or monthly basis, the
gross income from sources within this state is that portion of the total compensation for personal services
which the total number of working days employed within the state bears to the total number of working
days both within and without the state. If paid on a mileage basis, the gross income from sources within
this state is that portion of the total compensation for services which the number of miles traveled in lowa
bears to the total number of miles traveled both within and without the state. If paid on some other basis,
the total compensation for personal services must be apportioned between this state and other states and
foreign countries in such a manner as to allocate to Iowa that portion of the total compensation which is
reasonably attributable to personal services performed in this state. Any alternative method of allocation
is subject to review and change by the director. However, pursuant to the Amtrak Reauthorization and
Improvement Act of 1990, nonresidents who earn compensation in lowa and one or more other states
for a railway company or for a motor carrier are only subject to the income tax laws of their state of
residence, and the compensation would not be considered gross income from sources within lowa.

40.16(3) Income from business sources within and without the state. When income is derived from
any business, trade, profession, or occupation carried on partly within and partly without the state only
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such income as is fairly and equitably attributable to that portion of the business, trade, profession, or
occupation carried on in this state, or to services rendered within the state shall be included in the gross
income of a nonresident taxpayer. In any event, the entire amount of such income both within and without
the state is to be shown on the nonresident’s return.

40.16(4) Apportionment of business income from business carried on both within and without the
state.

a. If a nonresident, or a partnership or trust with a nonresident member, transacts business both
within and without the state, the net income must be so apportioned as to allocate to lowa a portion of
the income on a fair and equitable basis, in accordance with approved methods of accounting.

b.  The amount of net income attributable to the manufacture or sale of tangible personal property
shall be that portion which the gross sales made within the state bears to the total gross sales. The gross
sales of tangible personal property are in the state if the property is delivered or shipped to a purchaser
within this state, regardless of the F.O.B. point or other conditions of the sale.

c¢.  Income derived from business other than the manufacture or sale of tangible personal property
shall be attributed to Iowa in that portion which the Iowa gross receipts bear to the total gross receipts.
Gross receipts are attributable to this state in the portion which the recipient of the service receives benefit
of the service in this state.

d. If the taxpayer believes that the gross sales or gross receipts methods subjects the taxpayer to
taxation on a greater portion of net income than is reasonably attributable to the business within this
state the taxpayer may request the use of separate accounting or another alternative method which the
taxpayer believes to be proper under the circumstances. In any event, the entire income received by the
taxpayer and the basis for a special method of allocation shall be disclosed in the taxpayer’s return.

40.16(5) Income from intangible personal property. Business income of nonresidents from rentals
or royalties for the use of, or the privilege of using in this state, patents, copyrights, secret processes and
formulas, goodwill, trademarks, franchises, and other like property is income from sources within the
state.

Income of nonresidents from intangible personal property such as shares of stock in corporations,
bonds, notes, bank deposits and other indebtedness is not taxable as income from sources within this
state except where such income is derived from a business, trade, profession, or occupation carried on
within this state by the nonresident. If a nonresident buys or sells stocks, bonds, or other such property,
so regularly, systematically and continuously as to constitute doing business in this state, the profit or
gain derived from such activity is taxable as income from a business carried on within lowa.

Following are examples to illustrate when intangible income may or may not be subject to the
allocation provisions of lowa Code section 422.8 and rules 701—40.15(422) and 701—42.3(422):

EXAMPLE A - An Illinois resident is a laborer at a factory in Davenport. A $50 payroll deduction is
made each week from the laborer’s paycheck to the company’s credit union. The Illinois resident will
earn $600 in interest income from the Iowa credit union account in 1983. The interest income would
not be included in the net income allocated to Iowa since the interest income is not derived from the
taxpayer’s business or utilized for business purposes.

EXAMPLE B - A Nebraska resident is a self-employed plumber, who has a plumbing business in
Council Bluffs. The plumber has an interest-bearing checking account in an Iowa bank which the
plumber uses to pay bills for the plumbing business. The plumber will earn $200 in interest income
from the checking account in 1982. The plumber will have a net income of $25,000 from the plumbing
business which will be reported on the plumber’s 1982 Iowa return. The interest income earned by this
nonresident would be taxable to lowa since it is derived from the business and is utilized in the business.

EXAMPLE C - An Illinois resident has a farm in Illinois. The Illinois resident has an account in an
Iowa savings and loan association and invests earnings from the Illinois farm in the Iowa savings and
loan account. In 1982, the Illinois farmer will earn $1,000 in interest income from the account in the
Iowa savings and loan. The interest income is not included in the net income allocable to lowa since the
interest income is not derived from the taxpayer’s trade or business.

EXAMPLE D - An Illinois resident has lowa farms. The Illinois resident invests the profits from the
farms in a savings account in an lowa bank. Several times a year, the taxpayer transfers part of the funds



IAC 7/2/08 Revenue[701] Ch 40, p.13

from the savings account to the taxpayer’s checking account to purchase machinery to be used in the
farming operations. The interest income would not be included in income allocated to lowa since the
interest income is not derived from the taxpayer’s trade or business nor is the savings account utilized
as a business account.

EXAMPLE E - An Illinois resident is a physician, whose practice is in lowa. The physician has a
business checking account in an Iowa bank that is used to pay the bills relating to the physician’s practice.
In the same bank, the physician has a personal savings account where all the physician’s receipts for a
given month are deposited. On the first working day of the month, funds are transferred from the savings
account to the checking account to pay the bills that have accrued during the month. The interest income
from the savings account would be included in net income allocated to Iowa since it is derived from and
utilized in the business.

EXAMPLE F - A nonresident has a farm in [owa which is the nonresident’s principal business, although
this person is an Illinois resident. The nonresident has an interest-bearing checking account in an lowa
bank. This checking account is used to pay personal expenditures as well as to pay expenses incurred in
operation of the farm. In 1982, the taxpayer will earn $550 in interest from the checking account. The
interest would be included in net income allocated to Iowa since the interest is derived from the business,
generated from a business account, and utilized in the business.

Income of a nonresident beneficiary from an estate or trust, distributed or distributable to the
beneficiary out of income from intangible personal property of the estate or trust, is not income from
sources in this state and is not taxable to the nonresident beneficiary unless the property is so used by
the estate or trust as to create a business, trade, profession, or occupation in this state.

Whether or not the executor or administrator of an estate or the trustee of a trust is a resident of
this state is immaterial, insofar as the taxation of income of beneficiaries from the estate or trust are
concerned.

40.16(6) Distributive shares of nonresident partners. When a partnership derives income from
sources within this state as determined in 40.16(3) to 40.16(5), the nonresident members of the
partnership are taxable only upon that portion of their distributive share of the partnership income
which is derived from sources within this state.

40.16(7) Interest and dividends from government securities. Interest and dividends from federal
securities subject to the federal income tax under the Internal Revenue Code are not to be included in
determining the Iowa net income of a nonresident, but any interest and dividends from securities and
from securities of state and other political subdivisions exempt for federal income tax under the Internal
Revenue Code are to be included in the lowa net income of a nonresident to the extent that same are
derived from a business, trade, profession, or occupation carried on within the state of lowa by the
nonresident.

40.16(8) Gains or losses from sales or exchanges of real property and tangible personal property
by a nonresident of lowa. If a nonresident realizes any gains or losses from sales or exchanges of real
property or tangible personal property within the state of Iowa, such gains or losses are subject to the
Iowa income tax and shall be reported to this state by the nonresident. Gains or losses attributable to
Iowa will be determined as follows:

1. Gains or losses from sales or exchanges of real property located in this state are allocable to
this state.

2. Capital gains and losses from sales or exchanges of tangible personal property are allocable to
this state if the property had a situs in this state at the time of the sale.

In determining whether a short-term or long-term capital gain or a capital loss is involved in a sale
or exchange, and determining the amount of a gain from the sale of real or tangible property in lowa, the
provisions of the Internal Revenue Code are to be followed.

40.16(9) Capital gains or losses from sales or exchanges of ownership interests in lowa business
entities by nonresidents of lowa. Nonresidents of lowa who sell or exchange ownership interests in
various lowa business entities will be subject to lowa income tax on capital gains and capital losses
from those transactions for different entities as described in the following paragraphs:
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a.  Capital gains from sales or exchanges of stock in C corporations and S corporations. When
a nonresident of lowa sells or exchanges stock in a C corporation or an S corporation, that shareholder
is selling or exchanging the stock, which is intangible personal property. The capital gain received by
a nonresident of lowa from the sale or exchange of capital stock of a C corporation or an S corporation
is taxable to the state of the personal domicile or residence of the owner of the capital stock unless the
stock attains an independent business situs apart from the personal domicile of the individual who sold
the capital stock. The stock may acquire an independent business situs in lowa if the stock had been used
as an integral part of some business activity occurring in lowa in the year in which the sale or exchange
of the stock had taken place. Whether the stock has attained an independent business status is determined
on a factual basis.

For example, a situation in which capital stock owned by a nonresident of [owa was used as collateral
to secure a loan to remodel a retail store in lowa, regardless of the ownership of the store, would meet
the test for the stock being used as an integral part of some business activity in lowa.

Assuming that the gain from the sale or exchange of stock is attributable to Iowa, the next step is
to determine how much of the gain is attributable to lowa. This is computed on the basis of the lowa
allocation and apportionment rules applicable to the separate business the stock has become an integral
part of for the year in which the sale or exchange occurred. For example, if the business was subject to
Iowa income tax on 40 percent of its income in the year of the sale or exchange, then 40 percent of the
capital gain would be attributable or taxable by lowa.

However, the fact that the gain from the sale or exchange of stock is taxable or partially taxable
to lowa does not mean that the dividends received by the nonresident in the year of sale are taxable to
Iowa. Dividends from stock used in an lowa specific business activity would not be taxable to lowa
except under special circumstances. An illustration of these special circumstances would be when the
dividends are from capital stock from a business where the purchase and sale of stock constitute a regular
business in lowa. In this situation the dividends would be taxable to lowa. See subrule 40.16(5).

b.  Capital gains from sales or exchanges of interests in partnerships. When a nonresident of
Iowa sells or exchanges the individual’s interest in a partnership, the nonresident is actually selling an
intangible since the partnership can continue without the nonresident partner and the assets used by the
partnership are legally owned by the partnership and an individual retains only an equitable interest in
the assets of the partnership by virtue of the partner’s ownership interest in the partnership. However,
because of the unique attributes of partnerships, the owner’s interest in a partnership is considered to
be localized or “sourced” at the situs of the partnership’s activities as a matter of law. Arizona Tractor
Co. v. Arizona State Tax Com 'n., 566 P.2d 1348, 1350 (Ariz. App. 1997); lowa Code chapter 486 (unique
attributes of a partnership defined). Therefore, if a partnership conducts all of its business in lowa, 100
percent of the gain on the sale or exchange of a partnership interest would be attributable to lowa. On
the other hand, if the partnership conducts 100 percent of its business outside of lowa, none of the gain
would be attributable to lowa for purposes of the lowa income tax. In the situation where a partnership
conducts business both in and out of lowa, the capital gain from the sale or exchange of an interest in the
partnership would be allocated or apportioned in and out of lowa based upon the partnership’s activities
in and out of Iowa in the year of the sale or exchange.

Note that if a partnership is a publicly traded partnership and is taxed as a corporation for federal
income tax purposes, any capital gains realized on the sale or exchange of a nonresident partner’s interest
in the partnership will receive the same tax treatment as the capital gain from the sale or exchange of an
interest in a C corporation or an S corporation as specified in paragraph “a” of this subrule.

c.  Capital gains from sales or exchanges of sole proprietorships. When a nonresident sells
or exchanges the individual’s interest in a sole proprietorship, the nonresident is actually selling or
exchanging tangible and intangible personal property used in this business because the sole proprietor
is the legal and equitable owner of all such assets. Therefore, the general source or situs rules governing
the gain from the sale or exchange of tangible property and intangible property by a nonresident
individual control. Thus, if the sole proprietorship is located in lowa, the gain from the sale or exchange
of the proprietorship by a nonresident would be taxable to lowa.
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d.  Capital gains from sales or exchanges of interests in limited liability companies. Limited
liability companies are hybrid business entities containing elements of both a partnership and a
corporation. If a limited liability company properly elected to file or would have been required to file a
federal partnership tax return, a capital gain from the sale or exchange of an ownership interest in the
limited liability company by a nonresident member of the company would be taxable to Iowa to the same
extent as if the individual were selling a similar interest in a partnership as described in paragraph “b”
of this subrule. However, if the limited liability company properly elected or would have been required
to file a federal corporation tax return, a nonresident member who sells or exchanges an ownership
interest in the limited liability company would be treated the same as if the nonresident were selling a
similar interest in a C corporation or an S corporation as described in paragraph “a” of this subrule.

e. Taxation of corporate liquidations. As a matter of lowa law, the proceeds from corporate
liquidating distributions are not considered to be the proceeds from the sale or exchange of corporate
stock. Rather, such proceeds represent the transfer back to the shareholder of that shareholder’s pro-rata
share of the actual assets of the corporation in which each shareholder held only an equitable ownership
interest prior to the dissolution. Lynch v. State Board of Assessment and Review, 228 lowa 1000,
1003-1004, 291 N.W. 161 (1940). The amount of such gain is calculated by subtracting the distribution
realized from the shareholder’s basis in the stock. Id. Thus, any gain realized by the shareholder upon
such distribution is considered a capital gain from a sale or exchange of the assets by the shareholder for
purposes of sourcing the shareholder’s liquidating distribution gain. Consequently, the gain, whether
it is from a distribution of cash or other property, is controlled by the general source or situs rules in
subrule 40.16(8) governing the taxation of the sale or exchange of tangible personal property by a
nonresident and subrule 40.16(10) governing the sale or exchange of intangible personal property by a
nonresident.

1 Capital losses realized by a nonresident of lowa from the sale or exchange of an ownership
interest in an lowa business entity. In a situation where a nonresident of lowa sells the ownership interest
in an lowa business entity and has a capital loss from the transaction, the nonresident can claim the loss
on the Jowa income tax return under the same circumstances that a capital gain would have been reported
as described in paragraphs “a” through “e” of this subrule. The federal income tax provisions for netting
Iowa source capital gains and losses are applicable as well as the federal provisions for limiting the net
capital loss in the tax year to $3,000, with the carryover of the portion of net capital losses that exceed
$3,000.

40.16(10) Capital gains and losses from sales or exchanges of intangible personal property other
than ownership interests in business entities. Capital gains and losses realized by a nonresident of lowa
from the sale or exchange of intangible personal property (other than interests in business entities)
are taxable to Iowa if the intangible property was an integral part of some business activity occurring
regularly in Iowa prior to the sale or exchange. In the case of an intangible asset which was an integral
part of a business activity of a business entity occurring regularly within and without lowa, a capital
gain or loss from the sale or exchange of the intangible asset by a nonresident of lowa would be reported
to Iowa in the ratio of the lowa business activity to the total business activity for the year of the sale.

This rule is intended to implement lowa Code sections 422.5, 422.7, and 422.8.

701—40.17(422) Income of part-year residents. A taxpayer who was a resident of Iowa for only a
portion of the taxable year is subject to the following rules of taxation:

1. For that portion of the taxable year for which the taxpayer was a nonresident, the taxpayer shall
allocate to lowa only the income derived from sources within lowa.

2. For that portion of the taxable year for which the taxpayer was an lowa resident, the taxpayer
shall allocate to lowa all income earned or received whether from sources within or without lowa.

A taxpayer moving into lowa may adjust the lowa-source gross income on Schedule 1A 126 by the
amount of the moving expense to the extent allowed by Section 217 of the Internal Revenue Code. Any
reimbursement of moving expense shall be included in Iowa-source gross income. A taxpayer moving
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from Iowa to another state or country may not adjust the lowa-source gross income by the amount of
moving expense, nor should any reimbursement of moving expense be allocated to Iowa.
This rule is intended to implement lowa Code sections 422.5, 422.7, and 422.8.

701—40.18(422) Net operating loss carrybacks and carryovers. Net operating losses shall be
allowed or allowable for lowa individual income tax purposes and will be computed using a method
similar to the method used to compute losses allowed or allowable for federal income tax purposes.
In determining the applicable amount of lowa loss carrybacks and carryovers, the adjustments to net
income set forth in Iowa Code section 422.7 and the deductions from net income set forth in lowa Code
section 422.9 must be considered.

40.18(1) Treatment of federal income taxes.

a. Refund of federal income taxes due to net operating loss carrybacks or carryovers shall be
reflected in the following manner:

(1) Accrual basis taxpayers shall accrue refunds of federal income taxes to the year in which the
net operating loss occurs.

(2) Cash basis taxpayers shall reflect refunds of federal income taxes in the return for the year in
which the refunds are received.

(3) Refunds reported in the year in which the net operating loss occurs which contain both
business and nonbusiness components shall be analyzed and separated accordingly. The amount of
refund attributable to business income shall be that amount of federal taxes paid on business income
which are being refunded.

b.  Federal income taxes paid in the year of the loss which contain both business and nonbusiness
components shall be analyzed and separated accordingly. Federal income taxes paid in the year of the
loss shall be reflected as a deduction to business income to the extent that the federal income tax was
the result of the taxpayer’s trade or business. Federal income taxes paid which are not attributable to
a taxpayer’s trade or business shall also be allowed as a deduction but will be limited to the amount of
gross income which is not derived from a trade or business.

40.18(2) Nonresidents doing business within and without lowa. 1f a nonresident does business both
within and without lowa, the nonresident shall make adjustments reflecting the apportionment of the
operating loss on the basis of business done within and without the state of lowa, according to rule
40.16(422). The apportioned income or loss shall be added or deducted, as the case may be, to any
amount of other income attributable to Iowa for that year.

40.18(3) Loss carryback and carryforward. The net operating loss attributable to Iowa as
determined in rule 40.18(422) shall be subject to the federal 2-year carryback and 20-year carryover
provisions if the net operating loss was for a tax year beginning after August 5, 1997, or subject to
the federal 3-year carryback and the 15-year carryforward provisions if the net operating loss was for
a tax year beginning prior to August 6, 1997. However, in the case of a casualty or theft loss for an
individual taxpayer or for a net operating loss in a presidentially declared disaster area incurred by a
taxpayer engaged in a small business or in the trade or business of farming, the net operating loss is
to be carried back 3 taxable years and forward 20 taxable years if the loss is for a tax year beginning
after August 5, 1997. The net operating loss or casualty or theft loss shall be carried back or over to the
applicable year as a reduction or part of a reduction of the taxable income attributable to lowa for that
year. However, a net operating loss shall not be carried back to a year in which the taxpayer was not
doing business in lowa. If the election under Section 172(b)(3) of the Internal Revenue Code is made,
the Iowa net operating loss shall be carried forward 20 taxable years if the net operating loss is for a
tax year beginning after August 5, 1997, or the net operating loss shall be carried forward 15 taxable
years if the loss is for a tax year beginning before August 6, 1997. A copy of the federal election made
under Section 172(b)(3) of the Internal Revenue Code must be attached to the Iowa individual return
filed with the department.

40.18(4) Loss not applicable. No part of a net loss for a year for which an individual was not subject
to the imposition of lowa individual income tax shall be included in the lowa net operating loss deduction
applicable to any year prior to or subsequent to the year of the loss.
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40.18(5) Special adjustments applicable to net operating losses. Section 172(d) of the Internal
Revenue Code provides for certain modifications when computing a net operating loss. These
modifications refer to, but are not limited to, such things as considerations of other net operating loss
deductions, treatment of capital gains and losses, and the limitation of nonbusiness deductions. Where
applicable, the modifications set forth in Section 172 of the Internal Revenue Code shall be considered
when computing the net operating loss catryover or carryback for lowa income tax purposes.

40.18(6) Distinguishing business or nonbusiness items. In computing a net operating loss,
nonbusiness deductions may be claimed only to the extent of nonbusiness income. Therefore, it
is necessary to distinguish between business and nonbusiness income and expenses. For Iowa net
operating loss purposes, an item will retain the same business or nonbusiness identity which would be
applicable for federal income tax purposes.

40.18(7) Examples. The computation of a net operating loss deduction for lowa income tax purposes
is illustrated in the following examples:

a. Individual A had the following items of income for the taxable year:

Gross income from retail sales business $125,000
Interest income from federal securities 2,000
Salary from part-time job 12,500
Individual A’s federal return showed the following deductions:

Business deductions (retail sales) $150,000
Itemized (nonbusiness) deductions:

Interest $400

Real estate tax 600

Iowa income tax 800 $ 1,800

Individual A paid $3,000 federal income tax during the year which consisted of $2,500 federal
withholding (business) and a $500 payment (nonbusiness) which was for the balance of the prior year’s
federal tax liability.

The federal computations are as follows:

Per Return Computed NOL
Income:
Retail Sales $125,000 $125,000
Interest income-federal securities 2,000 2,000
Salary 12,500 12,500
Subtotal $139,500 $139,500
Deductions:
Business $150,000 $150,000
Itemized deductions 1,800 1,800
(Loss) per federal ($ 12,300)
Computed net operating loss ($ 12,300)

Since the nonbusiness deductions do not exceed the nonbusiness income, the loss per the federal
return and the computed net operating loss are the same.
The lowa computations are as follows:
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Per Return Computed NOL
Income:
Retail sales $125,000 $125,000
Salary 12,500 12,500
Subtotal $137,500 $137,500
Deductions:
Business $150,000 $150,000
Federal tax deductions 3,000 2,500
Itemized deductions 1,000 -
(Loss) per return ($ 16,500)
Computed Towa NOL ($ 15,000)

NOTE: Itemized (nonbusiness deductions) are eliminated due to the lack of nonbusiness income. The
only nonbusiness income, interest from federal securities, is not taxable for [owa income tax purposes
under Iowa Code section 422.7. The only federal tax deduction allowable is that related to business
activity.

b.  Individual B had the following items of income for the taxable year:

Gross income from restaurant business $300,000
Wages 12,000
Business long-term capital gain @100% 1,000
Municipal bond interest (nonbusiness) 1,000
Federal tax refund of prior year taxes 500
Iowa tax refund of prior year taxes 100

Individual B’s federal return showed the following deductions:
Business deductions from restaurant $333,000

Itemized deductions:

Interest (nonbusiness) $590
Real estate tax (nonbusiness) 780
Iowa income tax* 520
Alimony (nonbusiness) 600
Union dues (business) 100 2,590

*lowa estimated payments totaled $220 of which $70 related to nonbusiness income and $150 related
to business capital gains and business profits. $300 in Iowa tax was withheld from his wages.

Individual B paid $2,000 in federal income taxes during the tax year. $1,500 of this amount was
withholding on wages and $500 was a federal estimated payment based on capital gains and projected
business profits.

In the previous year 75 percent of B’s income was from business sources and 25 percent was from
nonbusiness sources.
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The federal computations are as follows:

Income:
Retail sales
Wages
Capital gains
Iowa refund

Subtotal

Deductions:
Business
Itemized deductions
(Loss) per federal

Computed net operating loss
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Per Return Computed NOL
$300,000 $300,000
12,000 12,000
500(a) 1,000(a)
100 100
$312,600 $313,100
$333,000 $333,000
2,590 575(b)
($ 22,990)
($20,475)

(a) Capital gains are reduced by 50 percent in computing adjusted gross income, but must be reported in

full in computing a net operating loss.

(b) Itemized deductions are limited to business deductions consisting of $100 for union dues, $450 for
Towa tax on business income, and nonbusiness deductions to the extent of nonbusiness income which
amounts to $25. The only nonbusiness income is 25 percent of the $100 Iowa refund.

The lowa computations are as follows:

Income:
Retail sales
Wages
Capital gains
Municipal bond interest
Federal refund
Subtotal

Deductions:
Business
Federal tax
Itemized deductions
(Loss) per return

Computed lowa NOL

Per Return Computed NOL
$300,000 $300,000
12,000 12,000
500 1,000
1,000 1,000
500 500
$314,000 $314,500
$333,000 $333,000
2,000 2,000
2,070(c) 1,225(d)
($ 23,070)
(8 21,725)

(c) Iowa income tax is not an itemized deduction for lowa income tax purposes.

(d) Ttemized deductions are limited to business deductions of $100 for union dues and nonbusiness
deductions to the extent of nonbusiness income of $1,125. Nonbusiness income includes $1,000
of municipal bond interest and 25 percent ($125) of the federal tax refund.

40.18(8) Net operating losses for nonresidents and part-year residents for tax years beginning on or
after January 1, 1982. For tax years beginning on or after January 1, 1982, nonresidents and part-year
residents may carryback/carryforward only those net operating losses from Iowa sources. Nonresidents
and part-year residents may not carryback/carryforward net operating losses which are from all sources.
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Before the Iowa net operating loss of a nonresident or part-year resident is available for
carryback/carryforward to another tax year, the loss must be decreased or increased by a number of
possible adjustments depending on which adjustments are applicable to the taxpayer for the year of the
loss. Towa Net Operating Loss (NOL) Worksheet (41-123) may be used to make the adjustments to the
net operating loss and compute the net operating loss deduction available for carryback/carryforward.

If the net operating loss was increased by an adjustment for an individual retirement account or
H.R.10 retirement plan, the net operating loss should be decreased by the amount of the adjustment.
The net operating loss should also be decreased by the amount of any capital loss or by the capital gain
deduction to the extent the capital loss or capital gain deduction was from the sale or exchange of an
asset from an lowa source.

In a situation where the nonresident or part-year resident taxpayer received a federal income tax
refund in the year of the NOL, the refund should reduce the loss in the ratio of the Iowa source income
to the all source income for the tax year in which the refund was generated.

The net operating loss should be increased by any federal income tax paid in the loss year for a prior
year in the ratio of the Iowa income for the prior year to the all source income for the prior year. Federal
income tax withheld from wages or other compensation received in the loss year may be used to increase
the Iowa net operating loss to the extent the tax is withheld from wages or other compensation earned in
Towa.

Federal estimate tax payments would be allocated to Iowa and increase the net operating loss on
the basis of the lowa income not subject to withholding to total income not subject to withholding. In
any case where this method of allocation of federal estimate payments to Iowa is not considered to
be equitable, the taxpayer may allocate the payments using another method as long as this method is
disclosed on the taxpayer’s lowa individual income tax return for the year of the loss. However, the
burden of proof is on the taxpayer to show that an alternate method of allocation is equitable.

Nonbusiness deductions included in the itemized deductions paid during the year of the net operating
loss may be used to increase the NOL to the extent of nonbusiness income which is reported to lowa
in computation of the net operating loss. In most instances of net operating losses for nonresidents, no
itemized deductions will be allowed in computing the net operating loss deduction. This is because most
nonresidents will have no nonbusiness income reported to lowa. Business deductions included in the
federal itemized deductions may be used to increase the net operating loss deduction to the extent the
deductions pertain to a business, trade, occupation or profession conducted in lowa.

EXAMPLE A. A nonresident taxpayer had the following all source income and lowa source income
for 1982:

Category All Source Income Iowa Source Income
Wages $20,000 $20,000
Interest 5,000 0
Rental income 5,000 5,000
Business loss (50,000) (10,000)
Iowa net income (loss) ($20,000) $15,000

The nonresident taxpayer did not have an lowa net operating loss available for carryback/carryforward
for lowa income tax purposes because the taxpayer’s lowa source income was not negative. The
taxpayer’s all source loss of ($20,000) does not qualify for carryback/carryforward on the Towa return.
However, since the taxpayer’s all source income is negative, the taxpayer will not have an lowa income
tax liability for the year of the all source loss.

ExAMPLE B. A nonresident taxpayer received a federal refund of $1,000 in 1983. The refund was
from the taxpayer’s 1981 federal return where the taxpayer’s lowa income was 20% of the total income.
$2,000 of federal income tax was withheld from the taxpayer’s Iowa wages in 1982. The taxpayer had
$10,000 in itemized deductions in 1982. However, the taxpayer had no Iowa nonbusiness income in
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1982. In addition, no Iowa business deductions were included in the itemized deductions available on
the federal return. The individual had the following all source income and Iowa source income in 1982:

Category All Source Income Iowa Source Income
Wages $60,000 $10,000
Interest 3,000 0
Rental income 5,000 5,000
Farm income loss (30,000) (30,000)
Capital gain 2,000 2,000
Total incomes $40,000 ($13,000)

The taxpayer’s lowa source loss of ($13,000) was decreased by $200 of the federal refund since 20%
of the refund was considered to be from lowa income. The loss was decreased by $3,000 which was
the capital gain deduction of the Iowa source asset sold in 1982. The loss was increased by the federal
income tax withheld of $2,000 from Iowa wages. Because there is no Iowa source nonbusiness income
nor lowa source business deductions, the taxpayer’s itemized deductions will not affect the net operating
loss deduction.

Shown below is a recap of the net operating loss deduction for the nonresident taxpayer.

Towasourcenetloss. .......... ..., ($13,000)
Iowa portion of federal refund. . .. ........................ 200
Federal tax withheld on lowawages. . . ..................... (2,000)
Capital gaindeduction . ... ................ ... ... 3,000
Total ($11,800)

The taxpayer’s net operating loss deduction available for carryback/carryforward to another tax year is
($11,800).

After all adjustments are made to the Iowa net operating loss to compute the net operating
loss deduction available for carryback/carryforward, the NOL deduction is applied to the
carryback/carryforward tax year as described in paragraph “a” and paragraph “b” below:

a.  Application of net operating losses to tax years beginning prior to January 1, 1982. In cases
where a net operating loss deduction for a nonresident or part-year resident for a tax year beginning on
or after January 1, 1982, is applied to a tax year beginning prior to January 1, 1982, the net operating loss
deduction is applied to the taxable income for the carryback/carryforward year unless the NOL deduction
is greater than the taxable income. If the NOL deduction is greater than the taxable income, the taxable
income is increased by any lowa source capital loss or any lowa source capital gain deduction before the
NOL deduction is applied against the taxable income.

EXAMPLE 1. A nonresident taxpayer has an Iowa net operating loss deduction of ($15,000) from the
taxpayer’s 1982 lowa return. The taxpayer is carrying the NOL deduction back to 1979 where taxpayer’s
Iowa taxable income was $14,000. The taxpayer had a net capital loss of $3,000 in 1979. Because
the taxpayer’s 1979 taxable income of $14,000 was $1,000 less than the NOL deduction, the taxable
income was increased by $1,000 of the net capital loss so there would be no carryover of the NOL to
1980. However, since the NOL deduction erased all the taxable income for 1979, the taxpayer would be
granted a refund of all the lowa income tax paid for the carryback year of 1979, plus applicable interest.

b.  Application of net operating losses to tax years beginning on or after January 1, 1982. In
situations where a net operating loss of a nonresident or part-year resident for a tax year beginning on or
after January 1, 1982, is carried back/carried forward for application to a tax year beginning on or after
January 1, 1982, the net operating loss deduction is applied to the lowa source income of the taxpayer
for the carryback/carryforward year. The lowa source income is the income on line 25 of Section B of
Schedule IA-126 for the 1982 and 1983 lowa returns and line 26 of Section B of Schedule [A-126 for
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the 1984 Towa return and the incomes on similar corresponding lines of Section B of Schedule IA-126
for tax years after 1984. In situations where the net operating loss deductions are larger than the Iowa
source incomes, the lowa source incomes are increased by any lowa source capital gains or capital losses
that are applicable, not to exceed the NOL deduction.

The lowa source net income after reduction by the NOL deduction is divided by the all source
income for the taxpayer. The resulting percentage is the adjusted lowa income percentage. This
percentage is subtracted from 100 percent to arrive at the revised nonresident/part-year resident credit
for the taxpayer. The taxpayer’s overpayment as a result of the net operating loss is the amount by which
the revised nonresident/part-year credit exceeds the nonresident/part-year credit prior to application of
the net operating loss deduction.

EXAMPLE 1. A nonresident taxpayer had a net operating loss deduction of $11,800 for the 1996 tax
year. When the 1996 lowa return was filed, the taxpayer elected to carry the loss forward to the 1997 tax
year. The taxpayer’s all source net income and lowa source net income for 1997 were as shown below.
The net operating loss carryforward from 1996 is deducted only from the lowa source income for 1997:

Category All Source Income Iowa Source Income
Wages $ 60,000 $ 20,000
Interest 3,000 0
Rental income 10,000 3,000
Farm income 25,000 25,000
Capital gain 2,000 2,000
Net operating loss

carryforward — (11,800)
Towa net income $100,000 $ 38,200

The Towa source income of $38,200 after reduction by the NOL carryforward is divided by the all source
income of $100,000 which results in an Iowa income percentage of 38.2. This percentage is subtracted
from 100 percent to arrive at the nonresident/part-year resident credit percentage of 61.8. When the tax
after credit amount of $7,364 is multiplied by the nonresident/part-year credit percentage of 61.8, this
results in a credit of $4,551. This credit is $869 greater than the nonresident/part-year credit of $3,682
would have been for 1997 without application of the net operating loss deduction which was carried
forward from 1996.

40.18(9) Net operating loss carryback for a taxpayer engaged in the business of
farming. Notwithstanding the net operating loss carryback periods described in subrule 40.18(3), a
taxpayer who is engaged in the trade or business of farming as defined in Section 263A(e)(4) of the
Internal Revenue Code and has a loss from farming as defined in Section 172(b)(1)(F) of the Internal
Revenue Code for a tax year beginning on or after January 1, 1998, this loss from farming is a net
operating loss which the taxpayer may carry back five taxable years prior to the year of the loss.
Therefore, if a taxpayer has a net operating loss from the trade or business of farming for the 1998 tax
year, the net operating loss from farming can be carried back to the taxpayer’s 1993 Iowa return and
can be applied to the income shown on that return. The farming loss is the lesser of (1) the amount
that would be the net operating loss for the tax year if only income and deductions from the farming
business were taken into account, or (2) the amount of the taxpayer’s net operating loss for the tax year.
Thus, if a taxpayer has a $10,000 loss from a grain farming business and the taxpayer had wages in the
tax year of $7,000, the taxpayer’s loss for the year is only $3,000. Therefore, the taxpayer has a net
operating loss from farming of $3,000 that may be carried back five years.

However, if a taxpayer has a net operating loss from the trade or business of farming for a taxable
year beginning in 1998 or for a taxable year after 1998 and makes a valid election for federal income tax
purposes to carry back the net operating loss two years, or three years if the loss was in a presidentially
declared disaster area or related to a casualty or theft loss, the net operating loss must be carried back two
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years or three years for lowa income tax purposes. A copy of the federal election made under Section
172(1)(3) for the two-year or three-year carryback in lieu of the five-year carryback may be attached to
the Iowa return or the amended Iowa return to show why the carryback was two years or three years
instead of five years.

This rule is intended to implement lowa Code sections 422.5 and 422.7 and lowa Code Supplement
section 422.9(3).

701—40.19(422) Casualty losses. Casualty losses may be treated in the same manner as net operating
losses and may be carried back three years and forward seven years in the event said casualty losses
exceed income in the loss year.

This rule is intended to implement lowa Code section 422.7.

701—40.20(422) Adjustments to prior years. When Iowa requests for refunds are filed, they shall be
allowed only if filed within three years after the tax payment upon which a refund or credit became due,
or one year after the tax payment was made, whichever time is the later. Even though a refund may be
barred by the statute of limitations, a loss shall be carried back and applied against income on a previous
year to determine the correct amount of loss carryforward.

This rule is intended to implement Iowa Code section 422.73.

701—40.21(422) Additional deduction for wages paid or accrued for work done in Iowa by certain
individuals. For tax years beginning on or after January 1, 1984, but before January 1, 1989, a taxpayer
who operates a business which is considered to be a small business as defined in subrule 40.21(2) is
allowed an additional deduction for 50 percent of the first 12 months of wages paid or accrued during
the tax years for work done in lowa by employees first hired on or after January 1, 1984, or after July
1, 1984, where the taxpayer first qualifies as a small business under the expanded definition of a small
business effective July 1, 1984, and meets one of the following criteria.

A handicapped individual domiciled in this state at the time of hiring.

An individual domiciled in this state at the time of hiring who meets any of the following conditions:

1. Has been convicted of a felony in this or any other state or the District of Columbia.

2. Is on parole pursuant to lowa Code chapter 906.

3. Is on probation pursuant to lowa Code chapter 907 for an offense other than a simple
misdemeanor.

4. Is in a work release program pursuant to lowa Code chapter 247A.

An individual, whether or not domiciled in this state at the time of the hiring, who is on parole or
probation and to whom the interstate probation and parole compact under Iowa Code section 913.40
applies.

For tax years beginning on or after January 1, 1989, the additional deduction for wages paid or
accrued for work done in Iowa by certain individuals is 65 percent of the wages paid for the first 12
months of employment of the individuals, not to exceed $20,000 per individual. Individuals must meet
the same criteria to qualify their employers for this deduction for tax years beginning on or after January
1, 1989, as for tax years beginning before January 1, 1989.

For tax years ending after July 1, 1990, a taxpayer who operates a business which does not qualify
as a small business specified in subrule 40.21(2) may claim an additional deduction for wages paid or
accrued for work done in lowa by certain convicted felons provided the felons are described in the four
numbered paragraphs above and the following unnumbered paragraph and provided the felons are first
hired on or after July 1, 1990. The additional deduction is 65 percent not to exceed $20,000 for the first
12 months of wages paid for work done in Iowa.

The qualifications mentioned in subrules 40.21(1), 40.21(4), 40.21(5) and 40.21(6) and in subrule
40.21(3), paragraphs ‘’f” and “g, ” apply to the additional deduction for work done in Iowa by a convicted
felon in situations where the taxpayer is not a small business as well as in situations where the taxpayer
is a small business.
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The additional deduction applies to any individual hired on or after July 1, 2001, whether or not
domiciled in Iowa at the time of hiring, who is on parole or probation and to whom either the interstate
probation and parole compact under [owa Code section 907A.1 or the compact for adult offenders under
Iowa Code chapter 907B applies. The amount of additional deduction for hiring this individual is equal
to 65 percent of the wages paid, but the additional deduction is not to exceed $20,000 for the first 12
months of wages paid for work done in lowa.

40.21(1) The additional deduction shall not be allowed for wages paid to an individual who was
hired to replace an individual whose employment was terminated within the 12-month period preceding
the date of first employment. However, if the individual being replaced left employment voluntarily
without good cause attributable to the employer or if the individual was discharged for misconduct
in connection with the individual’s employment as determined by the department of workforce
development, the additional deduction shall be allowed.

The determination of whether an individual left employment voluntarily without good cause
attributable to the employer or if the individual was discharged for misconduct is a factual determination
which must be made on a case-by-case basis.

40.21(2) The term “small business” means a business entity organized for profit including but not
limited to an individual proprietorship, partnership, joint venture, association or cooperative. It includes
the operation of a farm, but not the practice of a profession. The following conditions apply to a business
entity which is a small business for purposes of the additional deduction for wages:

a.  The small business shall not have had more than 20 full-time equivalent employee positions
during each of the 26 consecutive weeks within the 52-week period immediately preceding the date on
which an individual for whom an additional deduction for wages is taken was hired. Full-time equivalent
position means any of the following:

1.  An employment position requiring an average work week of 40 or more hours;

2. An employment position for which compensation is paid on a salaried full-time basis without
regard to hours worked; or

3. An aggregation of any number of part-time positions which equal one full-time position. For
purposes of this subrule each part-time position shall be categorized with regard to the average number
of hours worked each week as a one-quarter, half, three-quarter, or full-time position, as set forth in the
following table:

Average Number of Weekly Hours Category

More than 0 but less than 15 YVa

15 or more but less than 25 V2

25 or more but less than 35 Ya

35 or more 1 (full-time)

b.  The small business shall not have more than $1 million in annual gross revenues, or after
July 1, 1984, $3 million in annual gross revenues or as the average of the three preceding tax years.
“Annual gross revenues” means total sales, before deducting returns and allowances but after deducting
corrections and trade discounts, sales taxes and excise taxes based on sales, as determined in accordance
with generally accepted accounting principles.

¢.  The small business shall not be an affiliate or subsidiary of a business which is dominant in its
field of operation. “Dominant in its field of operation” means having more than 20 full-time equivalent
employees and more than $1 million of annual gross revenues, or after July 1, 1984, $3 million of
annual gross revenues or as the average of the three preceding tax years. “Affiliate or subsidiary of a
business dominant in its field of operations” means a business which is at least 20 percent owned by a
business dominant in its field of operation, or by partners, officers, directors, majority stockholders, or
their equivalent, of a business dominant in that field of operation.

d.  “Operation of a farm” means the cultivation of land for the production of agricultural crops,
the raising of poultry, the production of eggs, the production of milk, the production of fruit or other
horticultural crops, grazing or the production of livestock. Operation of a farm shall not include the
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production of timber, forest products, nursery products, or sod and operation of a farm shall not include
a contract where a processor or distributor of farm products or supplies provides spraying, harvesting or
other farm services.

e. “The practice of a profession” means a vocation requiring specialized knowledge and
preparation including but not limited to the following: medicine and surgery, podiatry, osteopathy,
osteopathic medicine and surgery, psychology, psychiatry, chiropractic, nursing, dentistry, dental
hygiene, optometry, speech pathology, audiology, pharmacy, physical therapy, occupational therapy,
mortuary science, law, architecture, engineering and surveying, and accounting.

40.21(3) Definitions.

a. The term “handicapped person” means any person who has a physical or mental impairment
which substantially limits one or more major life activities, has a record of such impairment, or is
regarded as having such an impairment.

The term handicapped does not include any person who is an alcoholic or drug abuser whose
current use of alcohol or drugs prevents the person from performing the duties of employment or
whose employment, by reason of current use of alcohol or drugs, would constitute a direct threat to the
property or the safety of others.

b.  The term “physical or mental impairment” means any physiological disorder or condition,
cosmetic disfigurement, or anatomical loss affecting one or more of the following body systems:
neurological; musculoskeletal; special sense organs; respiratory, including speech organs;
cardiovascular; reproductive; digestive; genitourinary; hemic and lymphatic; skin and endocrine; or
any mental or psychological disorder, such as mental retardation, organic brain syndrome, emotional
or mental illness, and specific learning disabilities.

c.  The term “major life activities” means functions such as caring for one’s self, performing
manual tasks, walking, seeing, hearing, speaking, breathing, learning, and working.

d. The term “has a record of such impairment” means has a history of, or has been misclassified
as having, a mental or physical impairment that substantially limits one or more major life activities.

e. The term “is regarded as having such an impairment” means:

1. Has a physical or mental impairment that does not substantially limit major life activities but
that is perceived as constituting such a limitation;

2. Hasaphysical or mental impairment that substantially limits major life activities only as a result
of the attitudes of others toward such impairment; or

3. Has none of the impairments defined as physical or mental impairments, but is perceived as
having such an impairment.

1~ The term “successfully completing a probationary period” includes those instances where the
employee quits without good cause attributable to the employer during the probationary period or was
discharged for misconduct during the probationary period.

g The term “probationary period” means the period of probation for newly hired employees, if
the employer has a written probationary policy. If the employer has no written probationary policy for
newly hired employees, the probationary period shall be considered to be six months from the date of
hire.

40.21(4) If a newly hired employee has been certified as either a vocational rehabilitation referral
or an economically disadvantaged ex-convict for purposes of qualification for the work opportunity tax
credit under Section 51 of the Internal Revenue Code, that employee shall be considered to have met the
qualifications for the additional wage deduction.

A vocational rehabilitation referral is any individual certified by a state employment agency as
having a physical or mental disability which, for the individual constitutes or results in a substantial
handicap to employment. In addition, the individual must have been referred to the employer after
completion or while receiving rehabilitation services pursuant to either a state or federal approved
vocational rehabilitation program.

For all other newly hired employees, the employer has the burden of proofto show that the employees
meet the qualifications for the additional wage deduction.
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40.21(5) The taxpayer shall include a schedule with the filing of its tax return showing the name,
address, social security number, date of hiring and wages paid of each employee for which the taxpayer
claims the additional deduction for wages.

40.21(6) If the employee for which an additional deduction for wages was allowed fails to
successfully complete a probationary period and the taxpayer has already filed an Iowa corporation
income tax return taking the additional deduction for wages, the taxpayer shall file an amended return
adding back the additional deduction for wages. The amended return shall state the name and social
security number of the employee who failed to successfully complete a probationary period.

This rule is intended to implement lowa Code section 422.7 as amended by 2001 Iowa Acts, House
Files 287 and 759.

701—40.22(422) Disability income exclusion.

40.22(1) Effective for tax years beginning on or after January 1, 1984, a taxpayer who is permanently
and totally disabled and has not attained age 65 by the end of the tax year or reached mandatory retirement
age can exclude a maximum of $100 per week of payments received in lieu of wages. In order for the
payments to qualify for the exclusion, the payments must be made under a plan providing payment of
such amounts to an employee for a period during which the employee is absent from work on account
of permanent and total disability.

40.22(2) In the case of a married couple where both spouses meet the qualifications for the disability
exclusion, each spouse may exclude $5,200 of income received on account of disability.

40.22(3) There is a reduction in the exclusion, dollar for dollar, to the extent that a taxpayer’s federal
adjusted gross income (determined without this exclusion and without the deduction for the two-earner
married couple) exceeds $15,000. In the case of a married couple, both spouses’ incomes must be
considered for purposes of determining if the disability income exclusion is to be reduced for income that
exceeds $15,000. The taxpayers’ disability income exclusion is eliminated when the taxpayers’ federal
adjusted gross income is equal to or exceeds $20,200. The deduction of the taxpayers’ disability income
exclusion because the taxpayers’ federal adjusted gross income is greater than $15,000 is illustrated in
the following example:

A married couple is filing their 1984 Iowa return. The husband retired during the year and received
$8,000 in disability income during the 40-week period in 1984 that he was retired. The husband’s other
income in 1984 was $2,500 and the wife’s income was $7,500.

Of the $8,000 in disability payments received by the husband in the 40-week period he was retired
in 1984, only $4,000 is eligible for the exclusion. This is because the maximum amount that can be
excluded on a weekly basis as a result of the disability exclusion is $100.

However, the $4,000 that qualifies for the exclusion must be reduced to the extent that the taxpayer’s
federal adjusted gross income exceeds $15,000. In this example, the taxpayer’s federal adjusted gross
income is $18,000, which exceeds $15,000 by $3,000. Therefore, the amount eligible for exclusion of
$4,000 must be reduced by $3,000. This gives the taxpayers an exclusion of $1,000.

40.22(4) For purposes of the disability income exclusion, “permanent and total disability” means the
individual is unable to engage in any substantial gainful activity by reason of a medically determinable
physical or mental impairment which (a) can be expected to last for a continuous period of 12 months or
more or (b) can be expected to result in death. A certificate from a qualified physician must be attached
to the individual’s tax return attesting to the taxpayer’s permanent and total disability as of the date the
individual claims to have retired on disability. The certificate must include the name and address of
the physician and contain an acknowledgment that the certificate will be used by the taxpayer to claim
the exclusion. In an instance where an individual has been certified as permanently and totally disabled
by the Veterans Administration, Form 6004 may be attached to the return instead of the physician’s
certificate. Form 6004 must be signed by a physician on the VA disability rating board.

40.22(5) Mandatory retirement age is the age at which the taxpayer would have been required to
retire under the employer’s retirement program.

40.22(6) The disability income exclusion is not applicable to federal income tax for tax years
beginning after 1983. There are many revenue rulings, court cases and other provisions which were
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relevant to the disability income exclusion for the tax periods when the exclusion was available on
federal returns. These provisions, court cases and revenue rulings concerning the disability income
exclusion are equally applicable to the disability income exclusion on Iowa returns for tax years
beginning on or after January 1, 1984.

This rule is intended to implement lowa Code section 422.7.

701—40.23(422) Social security benefits. For tax years beginning on or after January 1, 1984, but
before January 1, 2014, social security benefits received are taxable on the lowa return. Although
Tier 1 railroad retirement benefits were taxed similarly as social security benefits for federal income
tax purposes beginning on or after January 1, 1984, these benefits are not subject to lowa income tax. 45
U.S.C. Section 23 1m prohibits taxation of railroad retirement benefits by the states.

The following subrules specify how social security benefits are taxed for lowa individual income tax
purposes for tax years beginning on or after January 1, 1984, but prior to January 1, 1994; for tax years
beginning on or after January 1, 1994, but prior to January 1, 2007; and for tax years beginning on or
after January 1, 2007, but prior to January 1, 2014:

40.23(1) Taxation of social security benefits for tax years beginning on or after January 1, 1984, but
prior to January 1, 1994. For tax years beginning on or after January 1, 1984, but prior to January 1,
1994, social security benefits are taxable on the lowa return to the same extent as the benefits are taxable
for federal income tax purposes. When both spouses of a married couple receive social security benefits
and file a joint federal income tax return but separate returns or separately on the combined return form,
the taxable portion of the benefits must be allocated between the spouses. The following formula should
be used to compute the amount of social security benefits to be reported by each spouse on the lowa
return:

Total Social Security Benefit
Taxable Social Security Benefits Received by Husband (or Wife)

on the Federal Return Total Social Security Benefits
Received by Both Spouses

The example shown below illustrates how taxable social security benefits are allocated between
spouses:

A married couple filed a joint federal income tax return for 1984. They filed separately on the
combined return form for lowa income tax purposes. During the tax year the husband received $6,000
in social security benefits and the wife received $3,000 in social security benefits. $2,000 of the social
security benefits was taxable on the federal return.

The $2,000 in taxable social security benefits is allocated to the spouses on the following basis:

Husband Wife

$6,000 $3,000
$2,000 X W = $1,333.40 $2,000 X W = $666.60

In situations where taxpayers have received both social security benefits and Tier 1 railroad
retirement benefits and are taxable on a portion of those benefits, the formula which follows should be
used to determine the social security benefits to be included in net income:

Total Social Security Benefit

Taxable Social Security Benefits Received

and Railroad Retirement X Total Social Security Benefits and

Benefits on Federal Return Railroad Retirement Benefits
Received

40.23(2) Taxation of social security benefits for tax years beginning on or after January 1, 1994,
but prior to January 1, 2007. For tax years beginning on or after January 1, 1994, but prior to January 1,
2007, although up to 85 percent of social security benefits received may be taxable for federal income tax
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purposes, no more than 50 percent of social security benefits will be taxable for state individual income
tax purposes. Thus, in the case of [owa income tax returns for 1994 through 2006, social security benefits
will be taxed as the benefits were taxed from 1984 through 1993 as described in subrule 40.23(1).

The amount of social security benefits that is subject to tax is the lesser of one-half of the annual
benefits received in the tax year or one-half of the taxpayer’s provisional income over a specified base
amount. The provisional income is the taxpayer’s modified adjusted gross income plus one-half of
the social security benefits and one-half of the railroad retirement benefits received. Although railroad
benefits are not taxable, one-half of the railroad retirement benefits received may be used to determine the
amount of social security benefits that is taxable for state income tax purposes. Modified adjusted gross
income is the taxpayer’s federal adjusted gross income, plus interest that is tax-exempt on the federal
return, plus any of the following incomes:

1. Savings bond proceeds used to pay expenses of higher education excluded from income under
Section 135 of the Internal Revenue Code.

2. Foreign source income excluded from income under Section 911 of the Internal Revenue Code.

3. Income from Guam, American Samoa, and the Northern Mariana Islands excluded under
section 931 of the Internal Revenue Code.

4. Income from Puerto Rico excluded under Section 933 of the Internal Revenue Code.

A taxpayer’s base amount is: (a) $32,000 if married and a joint federal return was filed, (b) $0 if
married and separate federal returns were filed by the spouses and (¢) $25,000 for individuals who filed
federal returns and used a filing status other than noted in (a) and (b).

The TA 1040 booklet and instructions for 1994 through 2006 will include a worksheet to compute
the amount of social security benefits that is taxable for lowa income tax purposes. An example of the
social security worksheet follows. Similar worksheets will be used for computing the amount of social
security benefits that is taxable for years 1995 through 2006. An example of the social security worksheet
follows:

1. Enter amount(s) from box 5 of all of Form(s) SSA-1099. If a
joint return was filed, enter totals from box 5 of Form(s) SSA-1099
for both spouses. Do not include railroad retirement benefits from
RRB-1099 here. See line 3. L.

2. Divide line 1 amount above by 2. 2.

*3. Add amounts of the following incomes from Form 1040:
wages, taxable interest income, dividend income, taxable state and local
income tax refunds, alimony, business income or loss, capital gain or
loss, capital gain distributions, other gains, taxable IRA distributions,
taxable pensions and annuities, incomes from Schedule E, farm income
or loss, unemployment compensation, other income and 1/2 of railroad
retirement benefits from RRB 1099. 3.

4. Enter amount from Form 1040, line 8b for interest that is
federally tax-exempt.

5. Add lines 2, 3 and 4.
6. Enter total adjustment to income from Form 1040.
7. Subtract line 6 from line 5.

N e

8. Enter on line 8 one of the following amounts based on the filing
status used on Form 1040: Single, Head of Household, or Qualifying
Widow(er), enter $25,000. Married filing jointly, enter $32,000. Married
filing separately, enter $0 ($25,000 if you did not live with spouse any
time in 1994).

9. Subtract line 8 from line 7. If zero or less enter 0. If line 9 is
zero, none of the social security benefits are taxable. If line 9 is more
than zero, go to line 10. 9.

10. Divide line 9 amount above by 2. 10.

11. Taxable social security benefits enter smaller of line 2 or line
10 here and on line 14 TA 1040. 11.
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*If applicable, include on line 3 the following incomes excluded from federal adjusted gross income:
foreign earned income, income excluded by residents of Puerto Rico, American Samoa, and Guam and
proceeds from savings bonds used for higher education.

Married taxpayers who filed a joint federal return and are filing separate lowa returns or separately on
the combined return form can allocate taxable social security benefits between them with the following
formula.

Total Social Security Benefit
Taxable Social Security Benefits , _ Received by Husband (or Wife)

From Worksheet Total Social Security Benefits
Received by Both Spouses

40.23(3) Taxation of social security benefits for tax years beginning on or after January 1, 2007, but
prior to January 1, 2014. For tax years beginning on or after January 1, 2007, but prior to January 1,
2014, the amount of social security benefits subject to lowa income tax will be computed as described
in subrule 40.23(2), but will be further reduced by the following percentages:

Calendar years 2007 and 2008 32%
Calendar year 2009 43%
Calendar year 2010 55%
Calendar year 2011 67%
Calendar year 2012 77%
Calendar year 2013 89%

The Iowa individual income tax booklet and instructions for 2007 through 2013 will include
a worksheet to compute the amount of social security benefits that is taxable for lowa income tax
purposes. An example of the social security worksheet follows:

1. Enter amount(s) from box 5 of Form(s) SSA-1099. If a joint
return was filed, enter totals from box 5 of Form(s) SSA-1099 for both
spouses. Do not include railroad retirement benefits from RRB-1099
here. See line 3.

2. Divide line 1 amount above by 2. 2.

*3. Add amounts of the following incomes from Form 1040:
wages, taxable interest income, dividend income, taxable state and local
income tax refunds, alimony, business income or loss, capital gain or
loss, capital gain distributions, other gains, taxable IRA distributions,
taxable pensions and annuities, incomes from Schedule E, farm income
or loss, unemployment compensation, other income and 1/2 of railroad
retirement benefits from RRB 1099. 3.

4. Enter amount from Form 1040, line 8b for interest that is
federally tax-exempt.

5. Add lines 2, 3 and 4.

6. Enter total adjustment to income from Form 1040.

N e

7. Subtract line 6 from line 5.

8. Enter on line 8 one of the following amounts based on the filing
status used on Form 1040: Single, Head of Household, or Qualifying
Widow(er), enter $25,000. Married filing jointly, enter $32,000. Married
filing separately, enter $0 ($25,000 if you did not live with spouse
anytime during the year).

9. Subtract line 8 from line 7. If zero or less enter 0. If line 9 is
zero, none of the social security benefits are taxable. If line 9 is more
than zero, go to line 10.

10. Divide line 9 amount above by 2. 10.
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11. Taxable social security benefits before phase-out exclusion.

Enter smaller of line 2 or line 10. 11.
12. Multiply line 11 by applicable exclusion percentage. 12.
13. Taxable social security benefits. Subtract line 12 from line 11. 13.

*If applicable, include on line 3 the following incomes excluded from federal adjusted gross income:
foreign earned income, income excluded by residents of Puerto Rico, American Samoa, and Guam and
proceeds from savings bonds used for higher education and employer-provided adoption benefits.

Married taxpayers who filed a joint federal return and are filing separate lowa returns or separately on
the combined return form can allocate taxable social security benefits between them with the following
formula.

Total Social Security Benefit
Taxable Social Security Benefits Received by Spouse 1 (or Spouse 2)

From Worksheet Total Social Security Benefits
Received by Both Spouses

The amount on line 12 of this worksheet is the phase-out exclusion of social security benefits which
must be included in net income in determining whether an Iowa return must be filed in accordance
with rules 701—39.1(422) and 701—39.5(422), and this amount must also be included in net income in
calculating the special tax computation in accordance with rule 701—39.15(422).

40.23(4) Taxation of social security benefits for tax years beginning on or after January 1, 2014. For
tax years beginning on or after January 1, 2014, no social security benefits are taxable on the lowa return.
However, the 100 percent phase-out exclusion of social security benefits must still be included in net
income in determining whether an lowa return must be filed in accordance with rules 701—39.1(422) and
701—39.5(422), and the 100 percent phase-out exclusion of social security benefits must also be included
in net income in calculating the special tax computation in accordance with rule 701—39.15(422).

This rule is intended to implement lowa Code section 422.7 as amended by 2006 Iowa Acts, Senate
File 2408.

701—40.24(99E) Lottery prizes. Prizes awarded under the lowa Lottery Act are lowa earned income.
Therefore, individuals who win lottery prizes are subject to lowa income tax in the aggregate amount of
prizes received in the tax year, even if the individuals were not residents of lowa at the time they received
the prizes.

This rule is intended to implement lowa Code section 99E.19.

701—40.25(422) Certain unemployment benefits received in 1979. Rescinded IAB 11/24/04,
effective 12/29/04.

701—40.26(422) Contributions to the judicial retirement system. Rescinded IAB 11/24/04, effective
12/29/04.

701—40.27(422) Incomes from distressed sales of qualifying taxpayers. For tax years beginning on or
after January 1, 1986, taxpayers with gains from sales, exchanges, or transfers of property must exclude
those gains from net income, if the gains are considered to be distressed sale transactions.

40.27(1) Qualifications that must be met for transactions to be considered distressed sales. There
are a number of qualifications that must be met before a transaction can be considered to be a distressed
sale. The transaction must involve forfeiture of an installment real estate contract, the transfer of real or
personal property securing a debt to a creditor in cancellation of that debt, or from the sale or exchange
of property as a result of actual notice of foreclosure. The following three additional qualifications need
to have been met.

a. The forfeiture, transfer, or sale or exchange was done for the purpose of establishing a positive
cash flow.
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b. Immediately before the forfeiture, transfer, or sale or exchange, the taxpayer’s debt-to-asset
ratio exceeded 90 percent as computed under generally accepted accounting principles.

¢.  The taxpayer’s net worth at the end of the tax year was less than $75,000.

In determining the taxpayer’s debt-to-asset ratio immediately before the forfeiture, transfer, or sale
or exchange and at the end of the tax year, the taxpayer must include any asset transferred within 120
days prior to the transaction or within 120 days prior to the end of the tax year without adequate and full
consideration in money or money’s worth.

Proof of forfeiture of the installment real estate contract, proof of transfer of property to a creditor in
cancellation of a debt, or a copy of the notice of foreclosure constitutes documentation of the distressed
sale and must be made a part of the return. Balance sheets showing the taxpayer’s debt-to-asset ratio
immediately before the distressed sale transaction and the